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PART I. 
TAXATION OF NONCORPORATE INCOME 


INTRODUCTION 


Zz HE Committee on Ways and Means is making important history at this 
time in conducting a study of our federal tax system. Both the committee and 
the Treasury Department are to be congratulated on this forward-looking and 
progressive action. It is necessary—it is urgent—that the tax structure of our 
country be appraised in the light of current conditions. It is now 47 years since 
the inception of the income tax in the United States with the full approval of 
the American people. This is the first time in the history of the income tax that 
a comprehensive overhauling and critical review has been undertaken. Chair- 
man Wilbur D. Mills of the Committee on Ways and Means has stated that 
the objective of the study is to look into the opportunities for constructive 
reform of our federal tax system. 

The 16th Amendment to the Constitution providing for the taxing of income 
from “whatever source derived” marked a milestone in American history. It 
laid the foundation of our present tax structure with the income tax as its 
major component. Prior to 1913 and, in fact, up to World War I, customs, 
excise taxes, and sales of land furnished the bulk of federal revenues. The 
crises of the intervening years—three wars, a general depression, and the con- 
tinuing need for strong national defenses—coupled with the general growth of 
the services of government have transformed the relatively exclusive income 
tax of 47 years ago into a tax-gathering mechanism which today affects the 
fortunes of every citizen. 

Under the pressure of World War II, central government taxes everywhere 
were brought to the peak of their modern development, both in their severity 
and in their adaptation to such nonrevenue ends as the curbing of inflation 
and prevention of war profiteering. 


1A summary and analysis of testimony before the Ways and Means Committee, 
November 16-December 18, 1959. Some of the highlights of this analysis appeared 
in an article in The Journal of Accountancy, June, 1960 

2 PART Il. TAXATION OF CORPORATE INCOME will appear in the September 
October issue of Tax Policy. 
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The most notable development of the federal revenue structure since 1913 
has been the adoption and entrenchment of direct taxes, levied at progressive 
rates, as the basic source of public revenues. Today, the income tax accounts 
for 80 per cent of total federal revenues. It is logical, therefore, that these tax 
reform studies should focus on the income tax. 

Our federal tax system is inequitable in many respects. The burden of the 
tax is not fairly distributed among the various segments of our population; the 
income tax rates are so high that they stifle incentive and thus act as a restraint 
on economic growth; and the whole structure is complicated, which makes it 
difficult for both the taxpayers and those in government who have to admin- 
ister the law. 

I can testify to the strength of the moral fibre of the American people. One 
of the most hearte ning of my experiences as Commissioner of Internal Revenue 
was to observe at first hand the affection and loyalty of the American people 
for their government. To my mind, this is our greatest asset in our fight to 
maintain and strengthen our position as the leading nation of the world. 

Taxpayers complain about the high tax rates and the heavy burden of taxa- 
tion, but when the chips are down they pay what they owe to support the gov- 
ernment. We call this voluntary compliance, or a self-assessment system where 
the taxpayers voluntarily compute the taxes they owe. I believe that this is 
unique among the nations of the world. Conseque ntly, there is a note of 
urgency to get on with this job of reforming the tax system, to remove the 
inequities, to eliminate all unfair provisions or preferences, and to provide a 
climate for the growth of the economy. We are all in this together and no one 
can properly escape his responsibility for the effective functioning of our form 
of government in the interests of all the people. 

The tax system which Congress builds into our fiscal structure must be well 
conceived and carefully constructed because it must be built with an eye to 
the future. The expansion of our horizons is already beginning to open up 
vistas of space exploration and conquests beyond our wildest imagination just a 
few short years ago. To build such a tax structure cannot be done overnight. It 
may well take several years and will require a consolidation of the best think- 
ing of men trained in governmental finance. 

I have talked to Chairman Mills about this on several occasions. He has 
impressed on me that this is not a job for Congress alone, or even for Con- 
gress and the Treasury Department jointly, but can be done only through the 
combined efforts of Congress, the Administration, and the American people. 
Before a constructive plan can be developed and appropriate legislation pre- 
pared, the Committee on Ways and Means will have to study and evaluate the 
great mass of material which has been placed in its hands through the medium 
of these panel discussions—and that will take quite a while. 

It would be desirable if the tax system could be developed as a unit rather 
than on a piecemeal basis. This may not be practicable, or politically feasible. 
If a piecemeal approach is found to be nece ssary, the framework should be well 
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established so that the architects of the system will have a clear idea as to 
where and how the pieces are going to be fitted into the completed structure. 

Reforming the tax system would not necessarily mean a reduction in taxes 
in the aggregate. With the expenditure situation as it is, there is little likelihood 
that Congress would want to reduce the total of tax collections. In 25 out of 
the last 30 years, the federal government has spent more than it collected in 
revenues, with a resulting national debt of close to $290 billion. This means 
that the increase in tax revenues from increased economic growth in recent 
years has failed to meet the increasing expenditures. If this trend is projected 
into the future years, I do not believe that we can look for any reduction in 
total tax collections. 

Reforming the tax system could mean, however, reductions in income tax 
rates if Congress decides to broaden the tax base by making adjustments with 
respect to some of the exclusions and deductions and certain special provisions 
now in effect. In his statement to the press on May 18, 1959, Chairman Mills 
commented: 


The Committee will investigate the practical possibilities of broadening the tax 
base sufficiently to permit significant reductions in individual and corporation income 
tax rates without sacrificing the revenues needed by the Government. 


It is obvious then that if Congress should decide that it is practical to 
broaden the tax base and reduce income tax rates without sacrificing tax reve- 
nues, the effect would be a realignment of the tax burden. Under this set of 
circumstances, some taxpayers would pay more than they are paying now and 
others would pay less. That would rest on the question of equity. Chairman 
Mills has stated that the present tax law is inequitable because taxpayers with 
the same income do not in many cases pay the same amount of tax. 


NATURE OF THE Ways AND MEANS COMMITTEE INOUIRY 


In February, 1959, Chairman Mills, in a speech at the Tax Executives Insti- 
tute meeting in Washington, mentioned the necessity for revising our tax laws 
and indicated that the Committee on Ways and Means would conduct a care- 
ful, exhaustive, and objective study of the possibilities. He emphasized that 
constructive tax revision cannot be accomplished overnight, but that a start 
must be made and it must be made now. He said that the present tax laws 
contained a vast number of provisions enacted under wartime conditions that 
are out of step with our peacetime economy of today and the cold war in 
which we have become involved. He referred to the tax system as a hybrid 
situation—part peacetime and part wartime. He referred also to the heavy tax 


burden as making it imperative to see that our tax laws are as equitable and as 


fairly administered as possible. 

In announcing in May, 1959, the plans for this extensive inquiry, Mr. Mills 
stated that in the interests of obtaining the most objective and well balanced 
presentation possible, the committee would invite tax experts from colleges and 
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universities, research organizations, business, labor, and agriculture to testify 
at public hearings. He said that the immediate objective of income tax reform 
is reduction in tax rates without sacrificing revenues required for responsible 
financing of government. Some of the additional objectives which he said must 
be sought through tax reform are: 


1. A tax climate more favorable to economic growth 

2. Greater equity through closer adherence to the principle that equal incomes 
should bear equal tax liabilities 

3. Assurance that the degree of progression in the distribution of tax burdens 
accords as closely as possible with widely held standards of fairness 

j. An overall tax system which contributes significantly to maintaining stability in 
the general price level and a stable and high rate of use of human and material 
resources 

5. A tax system which interferes as little as possible with the operation of the free 
market mechanism in directing resources into their most productive uses 

6. Greater ease of compliance and administration 


Mr. Mills pointed out that the present income tax system is criticized as fail- 
ing to achieve these objectives; that a major problem of constructive tax re- 
form is to determine whether provisions in the tax law enacted over a long 
period in the past continue to serve the public interest under today’s condi- 
tions; and that the committee would begin its study with an extensive inquiry 
into the structure of the present federal income tax in the light of the objec- 
tives set forth above. 

The first phase of the study of our federal tax system initiated by the Com- 
mittee on Ways and Means of the House of Represent: itives was completed 
late last year. In this initial phase, the committee sought to obtain the views 
and recommendations of qualified tax authorities covering a wide range of the 
basic elements comprising our tax syste:r. To that end, some 175 persons sub- 
mitted formal papers and appeared as witnesses before the committee in a 
series of hearings which extended over a five-week period. The persons par- 
ticipating in these so-called panel discussions were drawn from our colleges 
and universities, the professions, from business, from labor, and from agricul- 
ture. They were carefully selected fur assignment to subjects on which they 
were particularly well qualified to speak authoritatively; the Treasury Depart- 
ment and the Committee on Ways and Means collaborating in this selection. 
By this method, it was sought to obtain the most objective and well balanced 
presentation possible. 

The formal papers prepared by these men have been published in a three- 
volume set, entitled Tax Revision Compendium. The three volumes comprise a 
total of 2,400 pages. An examination of the papers in this compendium will 
show the tremendous amount of research and thought which went into their 
preparation. Perhaps of as much, or even greater, significance is the 1,300 page 
volume published after the panel hearings containing a summary of each of the 
papers presented and the discussions held between the panelists and the 
members of the committee, as well as among the panelists themselves. Here, 
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the members of the committee had an opportunity to elicit from the panelists 
comments in amplification of the views expressed in their papers, or in many 
cases to clarify a point. 

The panel discussions, or hearings, as they were sometimes referred to, 
began on November 16 and ended on December 18, 1959. There were 
31 sessions, participated in by some 175 tax authorities. The sessions were 
well attended by members of the Committee on Ways and Means. Their close 
attention to the views expressed by the panelists was indicated by the ques- 
tions they asked. They were seeking information and they got it in large 
measure, as will be seen by a reading of the 1,300 page volume containing 
transcripts of the oral discussions. 

As might have been expected, considering the varied backgrounds, experi- 
ences, and viewpoints of the men who came before the committee and the 
differences in the points of view of the committee members themselves, there 
were many differences of opinion expressed as to how best the tax system 
should be reformed. The vast amount of research and the degree of expert 
knowledge which is represented in the three-volume Compendium and in the 


volume on the panel discussions is a great and significant contribution to the 
literature on federal taxation. 


RELATIONSHIP OF TAX SysTEM TO Economic GrowTH 


In the initial phases of the hearings the committee sought to appraise the 
present federal income tax system from the standpoints of equity and fairness, 
progression in the distribution of tax burdens, effect on the free play of the 
market and business climate, and the ease of compliance and administration. 
The committee also considered the question of the degree of reliance the 
government should place on income taxes as compared to other revenue sources. 

The panelists all agreed that the present tax system is not entirely suitable 
for the future and needs to be fairer and more compatible with economic 
growth. There was also general agreement that the law could be improved to 
achieve greater simplicity. 

None of the panelists were in favor of the abolition of the income tax. 
There were several suggestions that less reliance should be placed on income 
taxes and more on excise taxes. It was argued that a sales tax at the manu- 
facturers’ level should be imposed as part of a balanced tax system. The gen- 
eral consensus, however, was that they would recommend no major change in 
the relationship between income and other taxes. It was pointed out that the 
growth of the economy will cause income tax revenues to increase faster than 
other tax revenues. 


Chairman Mills raised the question as to whether there were any standards 
of progressivity that the committee could use that would satisfy the objectives 
of both equity in taxation and economic growth. Several of the panelists agreed 
that there was no objective method of determining what is ideal progressivity 
from an equity viewpoint. 
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There was some difference of opinion as to desirable standards of progres- 
sivity to stimulate economic growth. One panelist held that for economic 
growth purposes, the upper bracket rates may need to be reduced. He quali- 
fied this, however, by saying that he would want to be assured that the tax 
savings would go into investment. Another panelist did not feel that economic 
growth could be assured by reducing taxes, but on the contrary, he believed 
that the present tax level should be maintained to provide budget surpluses 
and retirement of the national debt. He argued that the funds made available 
for debt retirement would provide the finances necessary to spark economic 
growth, and that the current capital gains provisions constitute enough in- 
centives for all types of investment. 

Several panelists expressed contrary viewpoints. One of them took the 
position that a decrease in the individual rates, especially in the upper income 
brackets, would provide the incentives for economic growth, greater national 
productivity, and increased future revenues. Another took exactly the opposite 
position. He believed that economic growth would be stimulated more by a 
reduction in the lower brackets. Tax savings there, he said, would provide in- 
centive to spend and this would lead to greater growth through increased 
aggregate demand. He pointed out that the progression should be smoother at 
the lowest bracket and cited the jump from zero to 20 per cent in the first 
bracket. 

One of the panelists questioned whether a rate reduction would guarantee 
more investment. He said that he knew of no empirical evidence on this point. 


He did not see that people were working less because of the effect of high 
taxes. He held that a general increase or decrease of taxes without tax reform 
is the most politically feasible method of raising or lowering the tax burden 
generally. 


Chairman Mills then asked if the current progressive tax structure arose 
from social and equitable objectives. The answer was “Yes.” He then asked 
why we need progressivity if the primary purpose of taxation is to raise 
revenue. The answer by one of the panelists was that for any given level of 
taxation, the question of a fair distribution of the burden is important, and 
that this was the essence of the progressivity principle. 

Chairman Mills raised the question of whether we should place relatively 
more or less dependence on the corporate income tax as opposed to the indi- 
vidual income tax. (The individual income tax yields 52 per cent of federal 
revenues; the corporate income tax 28 per cent.) There was considerable differ- 
ence of opinion among the panelists on this question. Several thought that the 
corporate income tax should be eliminated in whole or in part, or integrated 
with the individual income tax. One panelist thought that the present relation- 
ship is satisfactory and that rate reduction was more urgent for individuals 
than for corporations. Two of the panelists favored reducing the corporate tax 
rates in order to encourage capital formation and growth. 

One panelist disagreed, saying that the corporation tax is not a serious im- 
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pediment to corporation growth. He would, however, give corporations more 
incentive for research and development. He pointed out that 90 per cent of 
corporate growth is financed by retained earnings and only 10 per cent by 
outside capital. At this point in the discussion, Chairman Mills expressed the 
view that high corporate rates are a deterrent to corporate growth because 
they reduce the available retained earnings. 

One panelist thought the corporate tax objectionable in certain respects, but 
said that he would keep it as it is because it is reasonable to treat corpora- 
tions as separate entities. He concluded that the corporate rates should be 
kept at present levels, but if there is a general rate reduction, the corporate 
rates should be reduced as well as the individual rates. 

Another panelist favored reducing the corporate tax rates to 40 per cent, 
except for incomes below $25,000 where the rate might be 15 or 20 per cent. 
He contended that the retention of more money in corporations gives both the 
means for additional investment and the incentive to invest. He acknowledged 
that there was a substantial revenue loss which he estimated to be about $5 
billion, and suggested recouping this by tightening up on the estate and gift 
taxes, and by increasing income tax rates in the lower income groups. 

Another panelist concluded that investment can thrive only through reduc- 
tion of the corporate rates. He advocated more accelerated tax depreciation 
write-offs as a necessary reform. One panelist made a plea for more help for 
small business by reversing the current 30 per cent and 22 per cent surtax 
and applying the low rate to the first $100,000 of taxable income. He said 
that corporations have sufficient funds for investment and that there is now 
excess productive capacity and unemployment. 

Chairman Mills asked if there is any shifting of the corporate income tax. 
There was no general agreement on that point. Some of the panelists thought 
the immediate effect of the tax was to reduce profits. One felt that the long- 
run effect was reduced investment rather than increased prices. Another 
panelist agreed that there was some shift either way, but observed that 
the economy has adjusted to the present rate of corporate taxation. 

All of the panelists were agreed that they were not sure that an increase 
in tax savings would lead to economic growth. 

In one series of panel discussions it was pointed out that flexibility of 
revenue yield is not a desirable criterion or characteristic of a good revenue 
system; that taxation should be used only to support the government, not the 
economy; and that the only sound aim of tax policy is to provide that revenue 
be as stable and dependable as possible. 

A panelist recommended that in periods of inflationary pressure we should 
avoid new or increased taxes that affect the consumer's price index because 
of the use of this in escalator wage contracts; that we should discourage ex- 
panded use of such escalator clauses; and that we should give serious con- 
sideration to a graduated purchase tax. 

Another panelist discussed the tax system in relation to monetary policies 
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and argued that monetary policies are more important as anti-cyclical forces 
than tax policy, and that the two are not even independent; a powerful 
built-in flexibility would necessitate a monetary policy of liberal borrowing 
and credit creation by the Federal Reserve Board. He recommended that any 
built-in flexibility of taxes should be only a by-product of other goals of a 
well-designed revenue system; that it is not important enough to sacrifice 
those goals. He also recommended that the tax system in the long run 
should permit federal debt to be reduced. He said that gadgetry in a tax 
structure should be viewed with a highly skeptical eye and cited as examples, 
tax treatment of dividends, fast write-off, and special treatment of certain 
occupational and business groups. He thought that there is no sense in 
trying to build automatic anti-depression gadgets into the tax system to 
avoid the need for conscious action as this just puts more responsibility on con- 
scious actions in the monetary field. 

Another panelist concluded that the existing tax responds reasonably well 
to changes in aggregate income. He said that increased sensitivity could be 
obtained with fundamentally the present system by (1) raising exemptions 
and compensating for the tax loss by increasing the initial tax rate; (2) split- 
ting the first bracket into two brackets; (3) writing in provisions for auto- 
matic rate changes and temporary cessation of wage withholding within a 
taxable year in certain eventualities, such as unemployment rising by a 
given percentage for three consecutive months; and (4) extending with- 
holding to more complete coverage of income, but not to interest and 
dividends for this purpose since they tend to be stable. 

Chairman Mills elicited almost general agreement from the panel that 
there was not much use in Congress trying to increase the built-in flexibility 
of the tax system. There was quite a bit of discussion as to whether the tax 
system should try to have contra-cyclical effects, one of the panelists taking 
the extreme negative view while two of the panelists insisted that a tax 
system inevitably has general economic repercussions—such as redistribu- 
tion of income, effect on cycles, inflation, and unemployment—and Congress 
might better have a conscious philosophy on this and know what it was 
doing. 

Chairman Mills emphasized his belief that there should not be flexible 
rates; that the tax laws ought to be certain. He said he was also worried 
about the record of forecasting in the past and referred to the 1958 down- 
turn in particular when pressure was brought on Congress to reduce income 
tax rates quickly, but this was proved to be neither necessary nor wise. 

There was much talk about continuing federal deficits, evils of over- 
spending, and the growing federal debt. One panelist favored reducing the 
debt in prosperous times if Congress would allow high enough tax rates. 
He was worried about the tendency—although he said that this would not 
be the dominant thought in his mind—to consider that that cycle stabilization 
was important and a deficit in recession was desirable. 
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PERSONAL INCOME TAXATION 
Broadening the Tax Base 


Most taxpayers think the tax base is broad enough now with tax returns 
covering 70 per cent of the population, but in proposing a study to de- 
termine the possibilities of broadening the base so that individual tax rates 
may be substantially reduced, Chairman Mills had in mind the gap between 
total income of individuals and taxable income as reported on tax returns 
filed, rather than increasing the number of taxpayers. 


Erosion of Personal Income Tax Base 


About 60 per cent of personal income entirely escapes taxation through 
exclusions, deductions, exemptions, and special provisions. In an article in 
the November, 1959, issue of Nation’s Business, Mr. Mills analyzed the gap 
in broad terms. He pointed out that total incomes of individuals in the 
United States amounted to $350.6 billion and that taxable incomes reported 
on tax returns for that year amounted to $149.4 billion, or a gap of $201.2 
billion. 

What are these items of income which escaped taxation and how much 
do they amount to in broad categories? Mr. Mills listed them as follows: 


1. Various kinds of income which by statute, regulation, or court de 
cision have been excluded for federal income tax purposes $ 42 billion 
Income of persons who do not need to file returns, and income 
which should have been, but was not reported (the latter has been 
estimated at approximately $24 billion) 
Income reported on tax returns on which no liability accrued, be 
cause of personal exemptions, deductions, tax credits, and other 
reasons 
Personal exemptions 
Deductions allowed for personal expenses, including the standard 
deduction 36 


Total of above items $201 billion 


This total of $201 billion reduced the taxable income for 1957 from $350 
to $149 billion. Mr. Mills also pointed out that not all of this remaining 
income bore the full brunt of the income tax as tax credits and income- 
splitting on joint tax returns further reduced the tax liabilities by $4.5 billion. 

In the same article, he stated that the committee would seek to determine 
why each proposal originally came into being, what effect it now has, and 
whether it should be retained when examined in the light of the objectives 
of fairness and economic growth. He also said: 

If all the exceptional provisions now in the law were eliminated, if a uniform tax 
base were provided, while maintaining the present system of personal exemptions, we 
could collect the same revenue we now get from the individual income tax with a rate 
schedule in which the first bracket rate was 9 per cent, and the top bracket rate was 
41 per cent. 


10 





VIEWPOINTS ON REFORMING THE FEDERAL TAX SYSTEM 


Under the present rate schedule, the bracket rates above the first bracket 
rate of 20 per cent yield only about 15 per cent of the total tax revenue. 
In other words, a flat proportional rate of only slightly more than 20 per cent 
would have resulted in the same tax revenue as was obtained by the steep 
progression of rates to the top rate of 91 per cent in our present rate schedule. 

During the panel discussions, Chairman Mills expressed the viewpoint 
that the net effect of the present law is that less than 50 per cent of personal 
income is included in the tax base and that it is difficult to justify between 
65 and 70 per cent of personal income not being subject to any tax and the 
rest being subject to high rates. 

In the formal papers submitted by the panelists the necessity for a reduction 
in the high and progressively steep rates of the individual income tax was 
highlighted. Most of them were in agreement that those individuals with 
substantially the same income should pay substantially the same taxes. One 
panelist would accomplish this by a wholesale purging of so-called special 
dispensations. Other panelists took the position that the exclusions and 
deductions from income and the special situations should bear a high burden 
of proof that they are justified, and should be carefully reviewed and re- 
examined from time to time. 


One panelist did not believe that there was any need to change the differ- 
entials in treatment in kinds of income because the differentials are justifiable 
in terms of equity and policy objectives. He did not consider these as loop- 
holes in the sense of unintended benefits but rather as first rate policy ob- 


jectives. He believed that the way to reduce taxes is to curtail federal ex- 
penditures. 

Chairman Mills said that he did not look upon these exclusions, deduc- 
tions, and special provisions as loopholes, but as erosions of the tax base. 


The so-called eroding features of the tax law were identified by one of the 
panelists as follows: 


1. Exclusions 
Transfer of payments and wage supplements 
Net imputed rent of owner-occupied homes 
Interest on life insurance savings 
Tax-exempt interest 
Realized long-term capital gains 
Unrealized capital gains transferred by gift or death 


Dividend exclusion 


h. Percentage depletion and exploration and development expenses 


Personal deductions 

a. Interest 
Taxes 
Contributions 
Medical and dental 
Standard deductien 
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Personal exemptions 

a. Additional exemption for aged and blind 

b. Additional exemption for children earning income 
Tax credits 

a. Dividend credit 

b. Retirement income credit 


In addition to the revenue which would be obtained by elimination of these 
features, he would add the additional revenue which would be produced by 
a withholding system on interest and dividends and by removing the rate 
advantage of income splitting. He did not, however, favor eliminating all 
of these erosions, but he favored retaining only those justified by valid 
policy decisions. 


Recommendations by Panelists 


Following is a summary listing of the specific recommendations made by 
the panelists: 


Eliminate tax-exempt status of interest on state and local obligations 
Narrow scope of the capital gains tax 
Eliminate preferential treatment of capital gains 
Eliminate dividend exclusion and credit 
Include social security and similar payments in taxable income and eliminate 
retirement income credit 
Eliminate deduction of sales and excise taxes, and nonbusiness interest 
Withhold on interest and dividends, and possibly on rents 
Study intensively treatment afforded natural resource industries (percentage 
depletion and write-off of intangible development costs); treatment of fringe 
benefits (travel, entertainment, and company-provided facilities); and need for 
an averaging provision 
Reduce top rates to 65 per cent—reduce lower rates as revenue permits 
Make progressive tax rates considerably less steep and not to exceed 50 per cent 
to individuals 
Tax each dollar of income the same, irrespective of its source 
Consider income to be constructively realized at the time of death or gift 

13. Do not allow deductions for charitable contributions and medical care 

14. Eliminate corporation tax in whole or in part 

15 “Reasonable” expenses of business should be more closely defined 


16. Tax revisions should promote outlays for research, education, and philanthropy 


Although this is not a complete list, it is sufficient to indicate the trend 
of the thinking of the panelists. 


There was a strong sentiment for the averaging device. 

Reference was made to the demand for public services which has fallen 
on state and local governments with the recommendation that a credit for 
state income taxes be allowed against federal taxes, either as a flat dollar 
amount or as a percentage of the federal tax. It was felt that this would 
encourage the states to make greater use of the income tax. 
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One of the panelists felt that in almost every case income tax exclusions 
are designed to alleviate economic hardship, or to allow for a social problem. 
He felt that these constitute subsidies and that if the tax base is broadened 
by eliminating the so-called subsidies, few, if any, of the existing exclusions 
should be continued. He recommended that, in any event, the following ex- 
clusions should be considered for amendment: 


the sick pay exclusion 
the value of meals and lodging at the convenience of the employer 


the exclusion of up to $20,000 annually of earned income of one who is out of 
the United States for 17 of 18 months. 


Aside from the inequity in these exclusions, he said that they present serious 
administrative problems. 

The suggestion was made that the sick pay exclusion should be amended 
so that wages paid during absence from work would be included in the 
tax base. 

It was stated that the exclusion of meals and lodging depending upon the 
convenience of the employer permits many employees to live in a style 
to which they would otherwise be unaccustomed. The question was raised as 
to whether there should be a limit on the value of the living quarters and 
food used at the recipient's principal residence. 

As to the exclusion of income earned abroad, it was stated that this per- 
mits avoidance of tax by the wealthy who are least in need of tax relief. 
It was pointed out that the purpose of this exclusion was to encourage 
engineers and others to work abroad without tax disadvantage and that one 
should not be entitled to pay less tax merely because he was living and working 
abroad. 

On the question of taxing social security benefits, it was pointed out that 
these benefits should not be taxed unless benefits are increased and contribu- 
tions made deductible. This raises a question as to whether or not the gov- 
ernment gains anything by taxing social security benefits. If the benefits are 
increased, there would be a demand for higher contributions and possible 
subsidies. 

Several panelists argued for exclusion of scholarships and fellowships on 
the ground that the revenues are not materially reduced and these partake 
of the nature of gifts which should not be taxable and colleges and univer- 
sities all benefit. 

One panelist stated that aside from practical difficulties in administration, 
the base of the individual income tax ought to be determined solely on the 
basis of consistency with the economic definition of personal income, that is, 
as a total accretion to the individual without regard to source, thus in- 
cluding gifts and inheritances, capital gains, the services of the taxpayer's 
own labor, and capital provided directly to the home, including imputed 
rental income. Contributions for premiums for social insurance, unemploy- 
ment compensation, workmen’s compensation, old age and survivors insur- 
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ance, etc., under this concept would be deductible and benefits taxable. 
An objection to permitting a deduction of benefits from the tax base is that 
the direct benefit varies inversely with the recipients’ income from other 
sources; that is, the greater the income from other sources, the more valuable 
the deduction becomes dollarwise. 

Another panelist discussed imputing income for the rental value of homes 
owned and would allow deductions for interest and real estate taxes. In the 
absence of imputation of income, the deduction of taxes should be limited 
to state and local income taxes in order to encourage their use. If income is 
imputed to ownership of property, then insurance premiums should be 
deductible, but if there is no imputation, premiums should be disallowed 
and a limit placed on the allowable casualty deductions. He stated that a 
tax credit should be given in lieu of a deduction for medical expenses and 
contributions, and that the deduction for child care expenses should be liber- 
alized and not subject to hardship or dependency limitations. 

Another panelist stated that the allowable personal deductions should in- 
clude only unusually large, unexpected, and involuntary expenses which 
impose a real hardship on the taxpayer, such as medical expenses in excess 
of some proportion of income. He did not think that state and local taxes 
would qualify as deductions. He pointed out that deductions for taxes are 
allowed to the homeowner but not to the renter, to the consumer of cigarettes 
in some states, but not in others. If it is desired to encourage states and local- 
ities to use the income tax as a source of revenue, this could be done by the 
use of a tax credit rather than a deduction. The credit would be more equit- 
able and costs less. 

Another panelist would eliminate deductions for interest, taxes, contribu- 
tions, care of certain dependents, cooperative housing, and the standard 
deduction. He would retain the deduction for medical expenses, casualty 
losses, alimony, and expenses for production of income—each to be deducted 
independently of the other, and each to be a separate deduction of a per- 
centage of adjusted gross income. 

One panelist would provide that any transfer of property from one owner 
to another resulting from either a gift or bequest must be treated the same 
as a sale or conversion of the property. His purpose would be to collect taxes 
on unrealized capital gains which now escape the income tax when the 
owner of the appreciated security donates it to charity or bequeaths it. 

Several of the panelists were in favor of requiring all taxpayers to use a 
standard deduction in lieu of the present itemized deductions. One of them 
would put this into effect over a five-year period when it could be coupled 
with a reduction in rates to offset the increase in taxes which might result in 
the case of taxpayers now itemizing their deductions. | 

All members of the panel agreed that interest on home mortgages should 
not be deductible and that state and local sales and excise taxes should not 
be deductible. They all agreed that tax credits should be used in lieu of 
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deductions wherever possible so the maximum would be at the 20 per cent 
rate. 

All of the panelists appeared to favor the split income provision. One 
pointed out that it is needed to resolve the community property problem. 
He believed, however, that the law places a much larger tax load on single 
persons as compared with married persons and argued that the progressivity 
of the income tax benefits persons above the first bracket relative to those in 
the first bracket. He recommended, therefore, equalization of the rate differen- 
tial between married persons and single persons under the split income 
technique. 

All of the panelists agreed that some measure of rate equalization should 
be made. Most of the panelists favored the use of tax credits rather than 
the per capita exemptions. It was pointed out that a flat tax credit would limit 
the benefits now accruing to taxpayers in the higher brackets. 


Tax-Exempt Interest 


The discussion turned to the question of the exclusions from individual and 
business income for tax-exempt interest. The panelists were about equally 
divided on the question of whether or not interest on state and local bonds 
should be taxable. 

Those who favored the taxation of such interest gave as some of their 
reasons that tax-exempt interest is inequitable and a tax haven for the 
wealthy, and that it imperils confidence in the equity of the tax system; 
that it is inefficient, distorts investment fund uses, and is a subsidy to the 
states which gives them much less than it costs the federal government. It is 
especially bad for public housing and industrial development bonds. They 
recommended removing the exemption and during the transition subsidizing 
state and local bodies, as well as present owners, for loss by having the federal 
government pay, say one-third of additional interest costs. 

Those who favored the continuation of the exemption pointed out that 
the market for such bonds has developed around their best known feature— 
tax exemption. They made the point that a financial crisis of the states and 
municipalities would be inevitable. 

One of the panelists pointed out that there was no justification for ex- 
emption of interest on municipal bonds to finance buildings or plants for use 
by private enterprise. He said that such a subsidy was against public policy; 
that it encourages destructive migration of industry; constituted unfair com- 
petition; was a drain on local resources; and was a non-governmental function. 

There was a lively discussion of tax-exempt interest for three hours be- 
tween the panelists and the members of the committee. It was pointed out 
that if the interest on state and local bonds were taxed, this would lead to 
the taxation of the interest on United States bonds by these state and local 
units. The general trend of committee sentiment seemed to be in favor of 
ending the exemption but the difficulties were recognized. 
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Taxation of the Aged 


There was considerable difference of opinion among the panelists as to 
the special provisions in the tax system for people in the age group, generally 
over 65. One panelist thought it would be preferable to provide for the 
aged directly through the Social Security programs rather than by special 
tax provisions. He thought we are attempting to do too much through special 
tax deductions, exemptions, and credits. 

Another panelist thought that the privileges given by the tax system tend 
to go to persons other than those who should be benefited, and that it is im- 
possible to know exactly what is being achieved by them. This panelist 
expressed the view that it would be desirable to abolish the exemption for 
age and the other tax benefits and provide a universal tax credit, and as to 
medical care provide additional income or service rather than tax exemptions 
or deductions. 

Still another panelist would retain the additional exemptions and deduc- 
tions of all medical and dental expenses for persons over 65 and would go 
one step further and provide for the deductibility of medicines and drugs 
to the extent that they exceed $100 in a year in place of the one per cent 
of adjusted gross income limitation now in the law. He would eliminate 


the retirement income credit in its entirety. But a contrary viewpoint was 
expressed by another panelist who would increase the base of the retirement 


income credit from $1,200 to equal that of the maximum railroad retirement 
benefit. This panelist would also increase the limitation on earnings for Social 
Security beneficiaries from $1,200 to $2,400; exempt from tax the interest 
on U. S. Savings Bonds cashed by persons 65 years or over; and grant tax- 
payers over 65 a deduction for the cost of all medicines and drugs. 

Chairman Mills asked whether the theory supporting tax provisions favor- 
ing the aged, such as the double exemption, the retirement income credit, 
the exclusion of Social Security benefits, and the deductibility of employer 
contributions to retirement funds and health insurance, was correct; namely, 
that aged persons of a given income level have less ability to pay taxes than 
younger people with the same income level. One of the panelists replied that 
to some extent the aged may be in a better position to pay taxes than younger 
people and the real need was to lighten the tax burden of persons of low 
income. One of the other panelists agreed and said it was unfair to dis- 
tinguish between an aged person of low income and a younger person of 
the same income. Chairman Mills concluded that if the only purpose of 
taxation was to raise revenue, the tax system should not differentiate between 
taxpayers because of their ages. 

One of the committee members wanted to know if it would be preferable 
to tax Social Security benefits after allowing for employees’ contributions. One 
of the panelists thought that it would be more rational to allow a deduction 
for employee contributions as they are made, and then to tax the entire 
Social Security benefit. He stated that the present situation is leading to legis- 
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lation like the Keogh Bill (H.R. 10) which will further erode the tax base 

and result in greater costs in the long run. He thought the entire picture 
should be reviewed to prevent one discriminatory feature being justified by 
an already existing one. 

One of the committee members asked whether all the panelists were agreed 
that public assistance, veterans’ benefits, and disability benefits should remain 
nontaxable. All agreed except one who pointed out that non-service con- 
nected veterans’ benefits should be taxable. The committee member then 
asked whether consideration should be given to allowing a tax credit rather 
than a deduction for health insurance premiums. One of the panelists 
pointed out that the tax credit would encourage the purchase of health in- 
surance slightly more than would a deduction. 


Taxation of Fluctuating Income 

Various types of averaging proposals were suggested for the averaging 
of income over a period of years in order to correct present inequities in the 
taxation of fluctuating income. All of the panelists with one exception indi- 
cated that such averaging of income would be desirable. The dissenting 
panelist took the position that all the averaging proposals failed to meet one 
of the committee’s objectives which is ease of tax compliance and administra- 
tion of the law. He went on to say that the demand for averaging was 
created by the steeply progressive rate structure and it was his opinion that 
if the progressive rates were less burdensome, this would eliminate the need 
for averaging. 


[reatment of Capital Gains 


There was some difference of opinion among the panelists as to whether 
there is any such thing as a true capital asset. One contended that this is an 
artificial tax concept and expressed the opinion that Congress intended to 
give capital gain treatment to investment income when the provision was 
first put in the law in 1921. Another dissented from this viewpoint and 


stated that it was his strong feeling that when an appreciation of capital 
value continues over a period of time, it thereby becomes a capital asset. 


He seid that under these circumstances the tax would be a tax on capital 
in the nature of a capital levy. There was disagreement on this point too, 
one of the panelists making the point that it seemed to him that if an appre- 
ciation were realized over a long period of time and then spent, as dis- 
tinguished from reinvestment, it was nothing but income and that the spender 
had relative ability to pay as well as anyone else. 

It was generally agreed that there is no fundamental difference between 
capital gain and ordinary income, but that the distinction should be made 
because of other considerations. It was stated that the 16th Amendment 
applies to “income from whatever source derived” and that the Supreme 
Court had held that capital gains could be considered as income under the 
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Constitutional Amendment. It was pointed out that Congress had liberalized 
the definition of capital assets since 1921 so that many transactions are now 
included which were not originally given capital gains treatment, such as 
employee stock options, lump sum pension plan distributions, coal royalties, 
sales of insurance policies to a third party, sales of livestock, and sales of 
real estate. 

Chairman Mills commented that the heart of the question is whether 
or not there will be preferential treatrnent with respect to income derived from 
the sale or exchange of capital assets. One of the panelists observed that there 
is no such thing as a true capital gain or a true capital asset, and it was up 
to Congress to define it. 

Chairman Mills then went on to ask the panel whether or not we have 
actually included within the treatment of gains from capital assets a number 
of situations that were not within the concept of capital assets, initially, 
say, in 1921. One of the panelists commented that it seemed to him that 
since 1921 there has been an attempt to have more and more things in- 
cluded in the definition of capital gains and assets, and that this had gone 
on without consideration of the economic and equity effects. 

Another panelist thought that if those things were excluded from capital 
gain treatment, another category would have to be found in which to put 
them. In his opinion preferential treatment for capital gains arises from 
several considerations. One has been to remove a brake on the free flow 
of exchange of property. Another one which influences many people is the 
feeling that it is unfair to tax income at the high bracket rates because it 


is realized in one year, although it has been accumulating over a long period 
of years. He thought a number of the items mentioned have been put into 
the capital gains “basket” by Congress as a convenient method of striking 
some sort of equity and avoiding all the complications of averaging. 

Some of the specific comments and recommendations made by the panelists 
are the following: 


1. Most capital gains constitute income like any other receipts and the discrimina- 
tion now existing violates the neutrality principle 
The privilege of averaging income should be extended to capital gains and losses 
The gap as to the rates between the treatment of capital gains and ordinary 
income should be narrowed 
Tax-exempt securities should be taxed 
The attempt to define capital gain and prevent income from masquerading as 
capital gain is the greatest problem in the Internal Revenue Code 
Congress should not grant relief from high rates through capital gains provisions 
Gains on the sale of depreciable property should be taxed as ordinary income up 
to the excess of the original cost over adjusted basis and additional gain treated 
as capital gain 
Employee stock options, pension trust distributions, coal and timber royalties, 
and patent dispositions should be excluded from capital gain treatment 


Unrealized capital gains should be taxed at death and unrealized losses allowed 
as a deduction against estate tax 
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10. The definition of capital gains should be tightened 


11. The six-month holding period is too short and the 25 per cent rate is too high. 
A five- or ten-year holding period should be required and the rate should not 
be over 10 per cent on the longest term capital gain 


The capital gains tax for corporations should be eliminated and the corporate 
rates should be reduced below 50 per cent to make the government a minor 
rather than a major partner in business enterprise 

The capital gains tax should be deferred when the investment is transferred to 
other capital assets—the “roll over” principle 

The capital gains tax is in effect an excise tax on transfers 

Realized losses under a “roll over” account should be fully deductible against 
ordinary income 


One of the committee members inquired whether any member of the panel 
would advocate eliminating the capital gains tax entirely, that is, by taxing 
such gains as ordinary income. None of the panelists would go that far. One 
said that, before he would want to answer, he would like to hear a discussion 
by an economist on the effect upon the economy of changing the income tax 
rates, by perhaps making the maximum rate 50 per cent. He indicated that the 
change of rates may conceivably be done so as to justify elimination of the 
capital gains tax. 


Compliance and Enforcement 


In his article in Nation's Business, previously referred to, Chairman Wilbur 
Mills listed as one of the so-called eroding features of the tax base about $28 
billion representing income received by individuals who under present filing 


requirements need not file income tax returns, and income which should have 
been, but was not reported. The greater part of the hearing was devoted to a 
discussion of this latter situation. 

It was pointed out that it had been estimated that the underreporting of 
gross income by individuals in 1957 was in the magnitude of $24 billion, or 
some 8 per cent of roughly $300 billion of gross income that should have 
been reported on individual income tax returns. It was further stated that 
this breaks down somewhat as follows: business income of noncorporate 
taxpayers, about $12 billion; interest, $3.5 billion; dividends, $1 billion. The 
balance is made up of wages and salaries, particularly those not subject to 
withholding, and several other miscellaneous categories of income. 

There was no question in anyone’s mind that this was a serious situation 
and there was a lengthy discussion as to the ways and means by which this 
income could be brought into the tax base. As to the so-called dividend and 
interest gap of $4.5 billion, questions were raised as to the relative value of 
greater use and effectiveness of information returns, and the adoption of a 
withholding system. The advocates of a withholding system argued that it 

was less costly and would bring in the tax revenue much more quickly. They 
estimated that the revenue loss from the unreported dividend and interest 
income was in the neighborhood of $1 billion, and that this was important 


19 





TAX POLICY 


enough and serious enough to warrant adoption of withholding. In this con- 
nection, it was recommended that the 1951 withholding plan passed by the 
House was one which imposed no additional burdens on the payer and would 
not complicate the personal income tax return. This withholding plan, how- 
ever, provided for withholding only on dividends. The question was raised 
by some of the committee members as to the feasibility of a withholding sys- 
tem for interest with so many savings accounts of relatively small amounts 
on deposit with the savings institutions throughout the country. The principal 
advocate of withholding on both dividends and interest stated that the plan 
he had in mind was very simple and would not create any unreasonable bur- 
dens on either the payer or the payee. He would not require withholding 
slips to be furnished to taxpayers, but would use the “grossing up” plan which 
was a feature of the withholding tax legislation which was proposed in 1951. 
Under this plan, the withholding agent would withhold the tax at a specified 
rate and would pay out the difference to the taxpayer. The taxpayer would 
be informed, probably through instructions on the tax return forms, of the 
percentage which had been withheld and would then have to make a computa- 
tion to determine the gross dividend or interest payment and this amount 
would be entered in the tax return, and credit taken for the amount withheld. 
For example, if the withholding was at the 20 per cent rate and the taxpayer 
was entitled to a $100 payment, he would receive a check, or a credit to 
his savings account in the amount of $80. When he filed his tax return, he 
would increase the amount received by 25 per cent, thus reporting $100 
as income and claiming $20 as the withholding credit. 

One of the panelists pointed out that if it was fair to withhold on wages 
and salaries which were earnings for personal services, it would certainly be 
fair to withhold on dividends and interest which were returns on capital. 

The principal advocate of more effective use of information returns would 
require informational reports on interest payments of $100 or more, and on 
wages paid to domestic employees and agricultural workers which are already 
subject to reporting for social security purposes. The information report 
coverage on dividends is virtually complete now, since all corporations are 
required to report dividends paid of $10 or more. Most corporations report all 
dividends paid on information returns rather than take the time to check 
out those who received $10 or less. 


In order to do this job effectively, there would have to be an increase 


in the Internal Revenue Service personnel, as all information returns would 
have to be matched 100 per cent, and all discrepancies noted would have to 
be investigated. 

From the standpoint of additional tax revenue, there is much to commend 
the withholding approach. That this has been very effective with respect to 
salaries and wages is evidenced by the fact that it is estimated that less 
than 5 per cent of salaries and wages go unreported. 

Chairman Mills wanted to know whether some improvement in this situa- 
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tion could be expected immediately through the development of a nation- 
wide education program, such as is now being conducted by the Internal 
Revenue Service, calling the attention of the taxpayers to the legal require- 
ments for reporting interest and dividends on tax returns. The answer to that 
question was that such an educational program would certainly do a great 
deal of good, particularly in the case of those individuals who omitted 
dividend and interest receipts through ignorance or careless bookkeeping, 
but there would be some question as to whether it would be very effective 
in reaching those people who deliberately sought to evade their proper 
tax Jiabilities. 

One panelist, in commenting on the dividend gap, judged that from evi- 
dence of the gap for 1939 as compared with 1952, it would appear that there 
is a tendency for stockholders to fail to report a growing amount of dividend 
income in response to higher tax rates. It is his opinion that persons on the 
margin of doubt as to whether to report dividends or not might be more 
directly influenced by the marginal tax rates. He also finds that dividend 
underreporting is considerably more important in the lower income classes. 
He advocated withholding on dividend payments, an educational program 
to jog the memory of taxpayers, and a stepped up auditing program concen- 
trating on returns under $25,000. 

As to the so-called interest gap of $3.5 billion, it is estimated that this 
results in a revenue loss of between $700 and $900 million. One of the panel- 
ists noted an upward trend in the amount, but a slightly downward trend in 
percentage since 1947. He concluded that overall from 15 to 30 per cent of 
interest income is unreported. He believes that this is probably due to ignor- 
ance and carelessness. 

I was privileged to serve on this panel and I argued for more effective use 
of information reports, rather than an extension of the withholding device 
into these areas. I based my case on what I thought would be substantially 
increased burdens of pape srwork and re porting on the part of the payers, and 
the hardships which might be created on the individuals who rely on dividend 
and interest income for their livelihood. In this connection, I pointed out that 
there would probably be overwithholding and these people would have to wait 
for some time to get the refunds due them 

I also pointed out that there was a much more serious problem of under- 
reporting in the area of business income of individuals, which was estimated 
to be about $12 billion a year, or more than twice as much as the under- 
reporting of dividends and interest combined. I stated that the only way 
I knew of to get at the underreporting of business income is through auditing 
of the books of account and records of these businesses and the books of 
account and records of the people doing business with them. This would ob- 
viously require an expansion of the audit staff of the Internal Revenue Service. 
This suggestion of mine was concurred in by another panelist who recom- 
mended a stepped-up auditing program concentrating on returns under $25,000. 
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This brought up the question of the understaffing of the Internal Revenue 
Service in relation to its work load. I told the members of the committee 
that the Internal Revenue Service has about 9,000 less employees now than 
it had in 1948, in spite of a substantial increase in the work load. Bringing 
this down to more recent years, I pointed out that in the enforcement area, 
there was a decrease of 1,234 man-years devoted to this work from 1955, 
when I went in as Commissioner of Internal Revenue, to 1959. This was a 
decrease, percentage-wise, of 6 per cent, while at the same time the volume 
of returns received by the Service increased by four million, which was an in- 
crease in work load of almost 5 per cent, percentage-wise. Thus, I pointed 
out, as the volume has gone up, the capacity to handle it has gone down. 

Several of the other panelists expressed their feelings that the enforce- 
ment program should be expanded so that more returns could be audited. 
In my opinion, this is the only way we are going to catch up with the 
chiselers, so that the conscientious and loyal taxpayers can be assured that 
everyone is going to pay his fair share of the tax burden. 

In connection with the underreporting of business income, one of the 
panelists stated that a study made in one of the western states in 1954 
showe:l that 30 per cent of net farm income was underreported. He recom- 
mended that independent farm receipts data from processors, etc., available 
to tax authorities be improved; that procedures be established to discover 
non-filers; that audit of farm returns be expanded; and that the farm tax 
return form be improved. 

Some of the other recommendations made in this area of compliance and 
enforcement were as follows: (1) improve the communications gap between 
the work of the national office and that of the field; (2) improve taxpayer 
service functions by prompter issuance of rulings and publication of more 
basic guides for taxpayers; (3) give more weight to administrative feasibility 
in consideration of new tax legislation; (4) reinstate voluntary disclosure 
policy. 

One panelist stated that the self-assessment system puts a premium on 
respect for revenue laws and the way they are administered. He thinks the 
public should be given more information on the administration of the tax 
laws, such as explaining how returns are selected for audit, policies towards 
racketeers, etc. 

Another panelist was critical of the organization structure of the Internal 
Revenue Service. He thought that as a result of decentralization it was top- 
heavy. He urged a much smaller chain-of-command structure with direct lines 
of communication between district directors and the Commissioner's office. 
He thought that this should be combined with Code simplification and tax 
form simplification. 

Chairman Mills wanted to know if the tax law could be reformed in the 


direction of eliminating many of the special provisions and at the same 
time lowering the rate structure, as this would make for greater compliance 
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on the part of the taxpayers with the letter of the law. All of the panelists 
agreed to that. 


INCOME OF ESTATES AND TRUSTS 


One panelist did not believe that there has been any serious erosion of the 
tax base through the use of trusts. He said that there has been some exaggera- 
tion of this problem. He pointed out that recently published figures indicate 
that many trusts are small, and said that perhaps most trusts are small trusts 
in the sense of the capital values that go into them and most have small 
amounts of income. He said the figures also indicate that most of the in- 
come of trusts is distributed so that it bears its burden of tax in the hands of 
individual taxpayers. The figures also show that substantial amounts of taxes 
are paid on the income that is accumulated in trusts. 

It was his view that so far as broadening the base in this area is concerned, 
it would be unwise to single out trusts for any drastic action without dealing 
in other areas as well. Generally speaking a better approach to the entire 
problem would be one of providing more precise and workable rules for 
the taxation of trusts and estates within the general framework that we now 
have in the law, supplemented with such steps as are necessary to prevent 
the abuses that creep into every area of our tax laws, and finally, that per- 
haps effort should be made to provide better enforcement of the law, real- 
izing that that means better enforcement and administration which to a large 
extent, comes down to a problem of employing and keeping in the service 
of the government employees, who are competent to administer and to deal 
with the complicated problems that arise not only in this area, but in every 
other area which involves transfers of property to taxpaying entities. 

One of the other panelists commented on the complex tax treatment of 
estates and trusts. He said that we generally think of this as a highly technical 
or legal area. For that reason, because it seems to be a technical area, it is 
frequently relegated to complex treatment without regard to the necessity 
for giving it the same attention with regard to fairness and simplicity that we 
hope to attain in other areas in dealing with taxpayers generally. He pointed 
out that he was stressing this matter because he believed that there is a 
serious question in the minds of many tax practitioners, and in the minds of 
many people in the Revenue Service, as to whether the law, particularly in 
this area, is not already unduly complex. 

In this connection, he made a suggestion that, except where an emergency 
situation exists, the Committee on Ways and Means might give consideration 
to a procedure whereby proposed legislation could be referred to the Treasury 
Department for it to attempt to write regulations and draft tax forms to give 
effect to the legislation. He thought this particularly necessary in the estates 
and trusts area where the regulations are so important and where the forms 
are so important. 


In his belief, the Revenue Service does not have sufficiently trained per- 
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sonnel in the estates and trusts area throughout the country. It may be almost 
impossible for them to have people of that kind simply because there are so 
many other subjects in which the Service must also have trained personnel. 
He pointed out, however, that he was not criticizing the ability of the techni- 
cians in the Revenue Service, but merely emphasizing the point that there 
are not enough of them. 

He discussed the current proposal with respect to the aggregating of in- 
come of multiple trusts and said that this is too sweeping and the problem 
does not warrant the drastic legislation which has been suggested. He thought 
the Advisory Group’s suggestions to give effect to fiduciary accounting by 
treating distributions charged against corpus of the estate as distributions of 
corpus is sound. He would like to see consideration given to the “entity” 
approach, that is, the approach whereby an estate would be taxable on its 
income, and there need be no concern with the characterization of the dis- 
tributions made by it to beneficiaries or heirs who would not be taxed. He 
believed that this is one of the few comparatively new approaches which 
holds some possibility for simplification in the tax treatment of estates, and 
he suggested, therefore, that it be kept in mind for further study by the 
committee. 

One of the other panelists took a strong exception to this suggestion and 
sid that this would be a most unfortunate piece of legislation. He pointed 
out that all beneficiaries of an estate would, in effect, be lumped together for 
the purpose of determining the tax rate imposed on income to which they 
are entitled. He said there would be no way the executor could get out of 
this until he could distribute the corpus. Even if he made distributions of 
income, the whole estate income would still be taxed in one single lump at the 
highest brackets. He said the man who was the beneficiary of a $10.000 trust 
under the will would be taxed at the rates of the remainder man who might 
be entitled to receive a million dollars. One of his objections to the proposal 
was that it made too much depend on the accident of how the decedent's 
property happens to be held. It has become increasingly common to make a 
so-called revocable trust as a substitute for a will. He said the man who had 
a revocable trust would have an estate taxable under the trust rules. The man 
who did not would have an estate taxed under the entity rules with widely 
varying results. 

He believed that desirable changes in the taxation of income of trusts and 
estates can be made by a small number of technical adjustments. The prin- 
cipal areas in which changes might be considered are: (1) in the taxation of 
trust income to the grantor of an intervivos trust where the trustee has discre- 
tion to distribute principal to the grantor but must pay the trust income to, or 
accumulate such income for, someone other than the grantor; (2) “short-term” 
trusts; (3) division of the tax liability between beneficiaries of a trust to 


whom all income must be distributed and beneficiaries to whom principal must 
be distributed, especially when one of these beneficiaries is a charity; (4) 
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operation of the so-called “throwback” rule as it relates to the taxation of 
accumulated trust income; (5) multiple trusts; (6) the taxation of estate in- 
come to the legatees upon a partial distribution of corpus forming part of the 
residue. 

Chairman Mills stated that revision of the law under Subchapter J was 
complicated. He said that Congress tried to help the taxpayers and to avoid 
abuses by enactment of Subchapter J but he did not think there was much 
hope of reducing the complexities under this section of the law. One of the 
panelists indicated that regulations are more flexible than legislation, and con- 
sequently it is possible to achieve greater flexibility by the use of regulations 
in this area. He suggested that legislation was not the approach to reduce the 
complexities and existing confusion. 

Chairman Mills indicated that he was fearful of extending greater discretion 
to the administrative officers than was absolutely necessary. He expressed the 
opinion that the suggestion for wider flexibility in the issuance of regulations 
could lead to differences in administrative discretion even among the various 
Internal Revenue Service regions. 

One of the panelists replied that there was a growing practice among lawyers 
and tax practitioners to request rulings in this area before the establishment of 
a trust. He said that attorneys like to know the efects of rulings upon their 
proposed trusts. He felt, therefore, that if regulations are available and more 
advanced rulings released from time to time, the different treatment of trusts in 
the different Internal Revenue Service regions could be minimized. Chairman 
Mills pointed out that there are not sufficient qualified men in the Internal 
Revenue Service who understand the taxability of the estate and trust income. 
The panelist agreed with this observation and indicated that his remark con- 
cerning the lack of sufficient qualified personnel who are acquainted with 
Subchapter J should not be construed as a reflection on present personnel, but 
rather was intended as a statement to the effect that there are not personnel in 
sufficient numbers who are sufficiently qualified to deal with this subchapter. 
He pointed out that rulings can be made by a small but highly qualified group 
at the national office of Internal Revenue Service. 

One of the panelists discussed the treatment of the multiple trust situation 
and said he would recommend a general provision that would give the Com- 
missioner the power to combine multiple trusts where it has been abused as a 
matter of income tax practice. The panelist who had recommended the entity 
approach to taxability of estates suggested that further study was needed on 
this particular subject. 


PARTNERSHIPS AND CORPORATIONS TREATED LIke PARTNERSHIPS 


The major part of this panel discussion was devoted to Subchapter S “Elec- 
tion of Certain Small Business Corporations as to Taxable Status.” Chairman 
Mills stated that the committee was in the process of legislating on the subject 
of partnerships. All panel members were in agreement that there are special 
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rules applicable to Chapter S corporations that are not the same as for partner- 
ships. One panelist made the point that the principal difference relates to the 
non-pass-through of tax exempt interest to Chapter S shareholders. Another 
panelist believed that trying to superimpose Subchapter K on Subchapter S 
would create chaos. 

A panelist said that Subchapter S fails to meet its limited purpose; the Sub- 
chapter S corporation, like a partnership, is not a taxable entity, but here 
the similarity ceases. Subchapter S actually creates a new hybrid and ex- 
tremely complex tax system. He said that Congress would be justified in 
striking it from the Code as a bad law. If pressure exists for its continuance it 
should be brought as close to partnership taxation as possible. He suggested 
three possible approaches: (1) treat the electing corporation as a partnership 
under Subchapter K subject to modifications in the Regulations, or (2) let the 
statute follow Subchapter K generally but specify the chief points of diver- 
gence, or (3) retain Subchapter S as skeleton with major amendments to 
eliminate its most objectionable features. With reference to the third approach 
he would scrap the earnings and profits concept and would place the focus on 
the corporation’s taxable income. Shareholders should be taxed on their pro- 
portionate share of total income computed on a daily basis. He suggested 
altogether ten amendments including the limiting of Subchapter S to new 
corporations, restriction and limitation on elections, removal of shareholders 
from “employee” status, and so forth. 

Another panelist discussed policy questions involved in Subchapter S as 
they relate to (1) flexibility in choice of business entities, (2) small business 
aspects, particularly the need for special tax treatment, (3) pension and profit 
sharing plans, (4) tax planning, and (5) loopholes. He said the advantages of 
pension and profit sharing plans and special fringe benefits accruing to 
shareholder-employees may be the primary purpose for making the election 
under Subchapter S. He did not think that Subchapter S has created any large 
scale tax avoidance, as this has not been borne out by experience thus far. He 
recommended that (1) previously taxed income should be free of additional 
tax when withdrawn, (2) conduit rules should be extended to items other 
than capital gains, (3) the relationship of Subchapter S to the specific rules 
of Subchapter C should be explored, including collapsible corporations, (4) 
limitation on selection of Subchapter S corporations’ taxable year, or (5) 
extend Subchapter S treatment to personal holding companies and small cor- 
porations deriving income from investments. 

Another panelist pointed out the large number of elections that have been 
filed under Subchapter S, mostly from “old” corporations, and suggested that 
much of interest in Subchapter S may be in temporary qualification for a 
one- or two-year tax advantage. He believed that the basic theory of Sub- 
chapter S is sound, but that there are difficulties in the present law which 
need to be overcome. They relate to (1) the tests and limitations on making 
and revoking elections, (2) the determination of amount of income, (3) the 
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treatment of previously taxed income, (4) the treatment of corporate losses, 
(5) the treatment of capital gains and losses, and (6) fringe benefits and 
choice of taxable year. He makes certain suggestions to cope with each of 
these difficulties: (1) knock out restriction on foreign income, (2) provide for 
continuance of election for five years, (3) shareholders should be required to 
include on their returns the taxable income of the corporation whether dis- 
tributed or not, (4) the capital account of the shareholder should be computed 
at corporate level thus avoiding a second tax on previously taxed income, (5) 
losses during first three years of qualification should be carried back and 
applied against corporate income in pre-election years—only the excess to be 
passed through to the shareholder, (6) deny capital gains pass-through for 
first 36 months of qualification, or as alternative, deny qualification of corpora- 
tion as contemplating partial or complete liquidation, (7) deny fringe benefits 
and choice of taxable years. 

One of the panelists said that the principal objective of Subchapter S, as he 
understood it, is to allow the owners of a closely held business to choose be- 
tween the corporate and partnership form of operation without the necessity of 
taking into account major tax consequences. To accomplish this, the Sub- 
chapter grants certain closely held corporations the right to make an electior 
to receive special tax treatment. If the election is made, the corporation is 
exempt from tax and the income or operating loss of the corporation is taken 
into account by the individual shareholders directly on their own income tax 
returns in computing their personal tax liability. He said that in a ve ry general 

way this describes the structure of Subchapter S. He made certain observa- 
tions to summarize his assessment of Subchapter S. 

First, he thought it was clear that the Subchapter recognizes its objective 
only to a very limited extent. By eliminating the electing corporation as a 
separate tax entity, the Subchapter does make it possible for taxpayers to 
incorporate in some cases where prior to the enactment of the Subchapter they 
may have been constrained purely for tax reasons to conduct business in the 
non-corporate form. He believes that the most likely example of this is the 
situation where the owners of a new business anticipate that it will have losses 
for the first few years of operation. With Subchapter S they may incorporate 
the business and still receive a deduction for the losses in their own income 
tax returns. This was not true under the prior law. In many details the tax 
treatment of a Subchapter S corporation differs from that of a partnership, and 
these differences will often be of great significance in determining the form in 
which a business should be conducted. Therefore, he believed that a more 
realistic appraisal of Subchapter S is not that it equates partnerships and cor- 
porations, but rather that it creates a third form of doing business that must be 
taken into account in determining how the most favorable tax consequences 
may be obtained. On this point he thought that, although the differences may 
be reduced, any attempt to treat a corporation exactly like a partnership for 
tax purposes would be technic: ally unworkable unless the election were con- 
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fined to new corporations. Even then, it would create a great number of prob- 
lems and might not be worth the effort. 

His second general observation was that Subchapter S offers a number of 
tax advantages that by no stretch of the imagination can be reconciled with its 
objective. Notably, in this regard he believes the advantages stem from the 
feature known as the capital gain pass-through. As a result of these various 
advantages, it is his opinion that one of the most significant effects of Sub- 
chapter S is to provide well advised taxpayers with the means for circum- 
venting restrictions that appear elsewhere in the Code. He pointed out that 
in fact the greater number of elections that he knows of have been made just 
for that purpose, and not for the purpose of permanently operating under 
Subchapter S. 

Beyond these technical difficulties, which to a large extent can be cured by 
ame nding the statute, he stated that there is a more fundamental problem with 
Subchapter S that raises the question whether the provisions should remain in 
the law. More than any other legislation enacted within recent years Sub- 
chapter S to his mind is illustrative of the trend toward adding more and 
more special provisions to the law, provisions that may have merit but that 
demand a price in terms of increased complexity that is often out of all pro- 
portion to the good they do. He believed that a complete report from the 
Internal Revenue Service on the interpretative and administrative problems 
with which it has been confronted by reason of this Subchapter would tend to 
support his point of view as to its complexity. 

He suggested that if Subchapter S is to remain in the law it should be 
amended in order to assure to the extent possible that it will be used only for 
its intended purpose, and not as a method of obtaining results that are pro- 
hibited by other provisions of the Code. 

Chairman Mills asker whether treatment under Subchapter S was more 
generous than under Subchapter K. Two of the panelists said that the answer 
to this was “Yes,” and cited (1) profit sharing, (2) election of taxable year 
under Subchapter S, and (3) failure of Subchapter S to limit election to new 
organizations. One of the panelists replied that some of the alleged loopholes 
in Subchapter S are not actual, and pointed out that proposed Regulations 
meet the loophole problem. He felt, however, that the proposed Regulations 
may frighten businessmen away from Subchapter S. He did not believe that 
Subchapter S has been widely abused to date. One of the other panelists said 
that Subchapters S and K should be judged on their own merits and that 
fringe benefits under Subchapter S should be eliminated. Another panelist 
thought that the large number of elections made by old corporations is sig- 
nificant, as he believes that a large number are making the elections because 
of excess accumulation of earnings. 

Chairman Mills expressed disagreement with the suggestion of limiting 
Subchapter S to new corporations. 





